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IN THE

United States Circuit Court of Appeals
FOR THE NINTH CIRCUIT

California Bank, a corporation,

AppellantJ

vs.

United States Fidelity and Guaranty Company, a

corporation,

Appellee.

APPELLEE'S PETITION FOR REHEARING.

To the Honorable, the Justices of the United States Cir-

cuit Court of Appeals for the Ninth Circuit:

Comes now your petitioner, United States Fidelity and

(Guaranty Company, a corporation, appellee in the above

entitled matter, and respectfully petitions this Court for a

rehearing.

I.

Grounds of Petition.

As grounds of petition, your petitioner respectfully

alleges

:

That this Court was in error in holding:

(a) That appellee as subrogee of laborers and material-

men did not have an equitable lien on the unpaid contract

price (both retention and progress payments) in the



—2—

hands of the government at the time of the above default

by the contractor, both as subrog-ee to then unpaid material-

men and as subrogee of the United States.

(b) That the fact that the appellant bank had actually

received repayment from the contractor conferred upon

it rights that it would not have had if the money was still

in the hands of the contractor himself.

(c) That appellee was a creditor without notice; and

(d) That the doctrine of relation back is necessarily

involved in this case.

And that this Court was in error in remanding the case

with instructions for its dismissal as to appellant.

II.

Statement of the Case.

So far as this petition is concerned the essential facts

are simple. The contractor, Anderson, entered into con-

tracts with the United States Government. Appellee be-

came the surety upon his bonds. The contractor borrowed

money from Appellant bank, which had actual knowledge

that Appellee had written its surety bonds. Appellee

had no knowledge that the contractor had, or was, borrow-

ing money from anyone. The work was completed by the

contractor on May, 26, 1938, and was accepted by the

Government. The contractor, however, was at that time

in default in not having paid certain materialmen. The

Government had on hand $37,170.04, consisting of $14,-

100 representing the retained percentages and the balance

representing the final progress payment. On June 30,

1938, the government paid $28,170.04 to the contractor,

who deposited it in the Appellant bank and by check there-

on repaid the bank his indebtedness to it. Up to this time
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neither the surety nor the bank knew that the contractor

v/as in default, though the bank did know of difficulties

and delays in the job, that the contractor was having dif-

ficulty meeting his payrolls and that in connection with

his loans from the bank itself, the contractor for the first

time in a long series of such loans had failed to meet the

same at or before maturity. The bank also knew the

source of the funds deposited with it, and that it was

receiving repayment of its loans out of this final payment

to the contractor.

Claimed Errors in the Opinion of This Court.

III.

Retained Percentage.

Unless otherwise noted, the page references hereinafter

contained are to the pages of the printed opinion of this

Court supplied us by the clerk thereof.

On page 4 this Court says:

"Appellee contends, and correctly so, that it became

subrogated to the rights of the materialmen whose

claims it paid. Appellee, however, did not thereby

acquire the right to recover of appellant the amounts

paid the materialmen, for the materialmen themselves

never had any such right. Their claims were against

Anderson, not against Appellant. Appellant never

owed the materialmen anything."

We submit that this Court is in error in the above

statement, in that it ignores the fact that the materialmen

did have a claim against the funds themselves. If A has

a lien on property owned by B and B thereafter transfers

that property to C, C may not thereby become indebted

to A in the amount of the lien, but the property remains
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subject to that lien and remains available to satisfy the

indebtedness secured thereby. It is not Appellee's con-

tention that the bank became indebted to the materialmen

in the ordinary sense of the term, but that it is in posses-

sion of funds to which those materialmen and the surety,

as their subrogee, had a prior right.

This Court, however, says at page 6:

"Neither of the contracts provided for the reten-

tion of 10%, or any part, of the contract price as

security for the payment of materialmen's claims.

Materialmen's claims were not mentioned in either

contract. The provisions above quoted authorizing

retention of 10% of the contract price did not relate

to materialmen's claims. Hence, appellee derived no

right therefrom, by subrogation, or otherwise."

We respectfully submit that this statement is directly

contrary to all the authorities upon the point.

This very question was involved and argued before the

Supreme Court in the case of Henningsen v. United

States Fidelity & Guaranty Co., 208 U. S. 404, 52 L. E.

547. (See briefs of counsel, page 549 of 52 L. Ed.)

While the Court did not mention the point in its opin-

ion, nevertheless since the contract had been fully per-

formed by the contractor (see decision of Circuit Court

of Appeal, 143 Fed. 810, 811) except for the failure to

pay for certain labor and materials, since the contract

itself did not provide that any of the contract price was

to be security for the payment of materialmen's liens,

since the question was squarely raised and argued be-

fore the Supreme Court, and since the Supreme Court

held in favor of the surety, the case is authoritative on

the point we are now considering, and, we submit, binding

upon this Court.



In In re Scofield Co. (C. C. A. 2), 215 Fed. 45, the

point was ag^ain involved and was discussed in the opinion

of the Court, page 48, as follows:

'There is nothing in this record to indicate that

the United States withheld the reserved percentages

for the benefit of the subcontractors, unless such in-

tention can be inferred from the language of the

bond, which made it the duty of the contractor to pay

promptly the subcontractors. The contract itself, in

providing for withholding the percentages, does not

state or explain the reason at least so far as this

record shows. It simply states that they may be

withheld 'until the final completion and acceptance

of the work.' This might seem to indicate that the

purpose was simply to secure the government in case

the work was not prosecuted promptly and faithfully,

for the contract expressly provided that if for any of

the reasons stated in the contract the United States

found it necessary to terminate the contract, then it

might deduct from the reserved percentages which it

had withheld whatever sums it expended in complet-

ing the contract in excess of the stipulated price, and

it allowed certain other deductions to be made. And
there was no authority given to pay any subcontrac-

tors or deduct from the reserved fund any sums paid

to any such persons. Nevertheless when the contract

is construed in its entirety and in connection with the

obligations imposed by the bond, it will be found

that an equity was created in favor of the surety in

the reserved fund to which it is the duty of this court

to give effect."

And again at page 50:

"When the Fidelity Company assumed the obliga-

tion of suretyship its equity at once commenced with



its obligation to see that the Scofield Company duly

performed all the obligations which the contract with

the government imposed upon it, including its obliga-

tions to promptly pay the laborers and materialmen.

The Supreme Court in Prairie State Bank v. United

States, 164 U. S. 227, 233, 17 Sup. Ct. 142, 41 L.

Ed. 412 (1896), held that a stipulation in a building

contract for the retention until the completion of the

work of a certain portion of the consideration is as

much for the indemnity of him who may be guaran-

tor of the performance of the work as for him for

whom the work is to be performed, and that it raised

an equity in the fund to be created. In accordance

with this doctrine the equity of the Fidelity Company
in this reserved fund cannot be successfully ques-

tioned. And the fact is quite immaterial that the

contract which the Scofield Company made with the

government provided simply for the retention of the

fund until the completion of the work. A similar

provision existed in the contract in the Prairie State

Bank Case, but that fact did not prevent the Supreme

Court from regarding the reserved fund as with-

held for the benefit of the surety, as well as for the

protection of the government. The doctrine of that

case was reasserted by the Supreme Court in Hen-

ningsen v. United States Fidelity & Guaranty Co.,

208 U. S. 404, 28 Sup. Ct. 389, 52 L. Ed. 547

(1908)." (Italics ours.)

The question was again squarely passed on in American

Bonding Company v. Central Trust Co. (C. C. A. 7), 240

Fed. 400, where the Court, in holding for the surety, says,

page 402:

''In re Scofield Company, 215 Fed. 45, 131 C. C. A.

353, which was a case in which the special reference
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to laborers and materialmen was contained in the

bond exactly as here and not in the contract proper,

the court, having reference to that fact, says:

" 'Nevertheless, when the contract is construed in

its entirety and in connection with the obligations

imposed by the bond, it will be found that an equity

was created in favor of the surety in the reserved

fund to which it is the duty of this court to give

effect.'
"

In addition, we would cite this Court to the following

cases in which were involved only unpaid labor and mate-

rial claims and in which the contract provisions are the

same in this respect as are those in the case at bar. In all

of these the surety, as subrogee of the laborers and mate-

rialmen it had paid, was held to have a lien on the fund

involved.

Cox V. New England Equitable (C. C. A. 8), 247

Fed. 955;

Belknap Hardware v. Ohio River Co. (C. C. A. 6),

271 Fed. 144;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378;

Lacey v. Maryland Casualty Co. (C. C. A. 4), 32

Fed. (2d) 48;

Clarehorne v. F. & D. Co. (C. C. A. 5), 40 Fed.

(2d) 477.

In a large number of other cases, the Court does not

even mention the terms of the contract between the con-

tractor and the Government agency, thus strongly indicat-

ing their immateriality.

We confidently assert that, on the other hand, no case

holds or even intimates to the contrary.



We submit, that ever since the decision in the Prairie

State Bank case, 164 U. S. 227, 41 L. E. 412, it has been

the unquestioned law that laborers and materialmen do

have an equitable lien, at least in the retention fund. See

authorities not only in the appellee's brief, page 24, subd.

A-1, but also the very authorities relied upon by appellant

and cited by this Court, page 8, in support of its final con-

clusion.

We also submit that ever since the Henningsen case,

208 U. S. 404, 52 L. E. 547, it is equally established that

this lien is in no wise dependent upon the provisions of

the contract between the contractor and the government.

We respectfully submit that in holding to the contrary,

this Court was in error.

Not only do the authorities compel this conclusion, but

the same result necessarily follows from the further opin-

ion of this Court. Thus it says, page 5

:

"Appellee contends, and correctly so, that, having

paid materialmen's claims aggregating $21,609.28, it

became subrogated to the rights of the United States

in respect of such claims. The question is, what were

those rights?"

Again it says, page 6:

"On May 26, 1938, Anderson was in default in the

payment of materialmen's claims (subsequently paid

by Appellee) aggregating $21,609.28. Though not

legally obliged to pay these claims, the United States

had an equitable obligation to see that they were paid.

Henningsen v. United States Fidelity & Guaranty

Co., 200 U. S. 404, 409-412. It consequently had the

right to retain as security for their payment, the then

unpaid part ($37,170.04) of the contract price; and

appellee, when it paid the claims, became subrogated



to that right. (Citing authorities both Federal and

CaHfornia)."

The Court then states, pages 6-7:

"Thus, in consequence of Anderson's default, the

$37,107.04 then in the hands of the United States

became a fund which the United States was entitled

to apply to the payment of all materialmen's claims,

and which appellee, as subrogee of the United States,

was entitled to have applied in reimbursement of the

$21,609.28 expended by it in paying such claims; and

appellee's right to have the funds so applied was supe-

rior to any right of Anderson or Anderson's as-

signees. See authorities last hereinabove cited."

If, despite the absence of any such provision in its con-

tract with Anderson, the United States had this right and

obligation with respect to the entire uupaid balance (nec-

essarily including the retained percentage), it would ap-

pear illogical to deny to laborers and materialmen their

right to this fund merely because the contract itself was

silent on the point. The true answer is that neither the

lien of the laborers and materialmen nor the rights and

obHgations of the United States with reference to the

fund necessarily arise from express contract but, as said

in the Prairie State Bank and many other cases, these

rights also arise, independently of its terms, ex aequo et

bono. They are for the particular and direct benefit of

the laborers and materialmen. They do not directly bene-

fit the United States at all.

We respectfully submit that this Court should grant a

rehearing because of its error in holding that, because the

contract itself did not expressly so provide, the laborers

and materialmen did not have a lien, at least, on the re-

tention fund.
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IV.

Entire Payment,

(a) In General.

It is appellee's contention that appellant repaid itself out

of this retention fund. It is further appellee's contention

that it is immaterial whether this is so or not since we

contend that, the contractor having been in default prior

to the payment to him by the government, the rights of

appellee as surety are the same in the entire balance of the

fund as they are in the retention percentage. While this

Court has not specifically mentioned the point, we assume

that it agrees with us since it does not base its decision

upon the character of the funds out of which the bank

repaid itself, but on the contrary states on page 6:

''It (the United States) consequently had the right

to retain as security for their payment, the then un-

paid part ($37,170.04) of the contract price; and

appellee, when it paid the claims, became subrogated

to that right."

(b) Waiver of Section 3477 by the United States.

On page 3 of its opinion the Court, in reference to the

contractor's assignments to appellee, says:

"In this case the United States did not waive the

protection of Sec. 3477, but, availing itself thereof,

disregarded the assignments."

We submit that it cannot be said that the United States

did not avail itself of the right conferred by Section 3477,

disregarding the assignments, since it never had notice of

any assignment. Moreover, under the case of Martin v.

National Surety Co., 300 U. S. 588, 81 L. Ed. 822, the
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United States had no choice in the matter. The assign-

ments to appellee were void until the United States had

paid the money. Then they became automatically and

retroactively effective and were matters over which the

United States had neither further interest nor control.

(c) Appellee as Sltbrogee of the United States.

As we have said, this Court expressly states on page 5

that appellee became subrogated to the rights of the United

States and on pages 6-7 that these rights included that

of applying the fund in its hands after a default to the

payment of such laborers and materialmen.

Again, it is immaterial whether or not the government

exercised this right or performed this obligation. The

material question is whether or not the government had

such right or obligation. If it had, the surety became sub-

rogated thereto and such right might not, as against the

surety, be waived by the government.

Thus, it has been said by this Court in First National

Bank V. City Trust Co. (C. C. A. 9), 114 Fed. 529, page

532:

''The city undoubtedly had the right to declare the

contract and all unpaid sums which it had promised

to pay thereunder forfeited. That it had this right

is not disputed, but it is said that the city has not

exercised it, and that, therefore, the right cannot

avail the surety. But the true inquiry is, not what

has the city done, but what had it the right to do?

It had the right, if it had itself assumed the comple-

tion of the abandoned work, to retain for its own pro-

tection not only the stipulated 30 per cent., but all

sums then due or earned under the contract, and no

assignment by the contractors could defeat that right.
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Among the obligations of the contractors was in-

cluded the duty to pay all claims for work, labor, and

material. The surety by the terms of its bond had

guaranteed that the contractors would pay 'all just

claims for work, labor, or material furnished in the

execution of the contract.' The surety's obligation

to pay liens and claims outstanding when the contract

was abandoned was not limited in extent to the re-

served 30 per cent, of the money then earned by the

contractors, but it included the full sum of the unpaid

claims, amounting to $3,161.38. In the Prairie State

Nat. Bank case the court expressly declared that the

right of Hitchcock, the surety, was not limited to the

10 per cent, reserved, but that it was a right to 'resort

to the securities and remedies which the creditor, the

United States, zuas capable of asserting against the

debtor, Sunberg & Co.' " (Italics ours.)

The government, having the right and even the obliga-

tion to see that the materialmen were paid out of all

moneys in its hands on June 30, and the surety having

acquired that right by subrogation, it necessarily follows

that as long as the funds are traceable the surety can com-

pel such application.

(d) Payment to Appellant Conferred No Rights on

Appellant as Against Appellee.

This Court also expressly states that had the funds

been still in the hands of Anderson, the contractor, or in

those of anyone standing in his shoes, appellee, surety,

would be entitled to recover.

It, however, holds that appellant is not such a person

because it actually obtained possession of the money.
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In otlier words, we have what seems to us the curious

rule established by this Court that even after he had re-

ceived the money, the contractor could not by written

instrument transfer the title thereto, but that he could do

so by physically handing it over to such other.

We submit that such a holding is not only contrary to

reason and contrary to the authorities, but is contrary to

the entire theory of the law conferring rights in and to

that money upon laborers and material men and upon the

contractor's surety.

We submit that this holding completely negatives that

portion of the opinion of this Court, page 4, that upon

receiving the money the contractor could have been re-

quired to dispose of it in accordance with his assignment

to the surety. If, by the simple expedient of physically

transferring possession of the money to a debtor, the con-

tractor could avoid such ''compulsion" then that "compul-

sion" in fact ceases to exist.

When the money was paid to Anderson by the govern-

ment, either it was or was not subject to a lien. If sub-

ject to a lien, then the contractor could not defeat that lien

either by an assignment or by the actual transfer of the

money. If, on the other hand, it was not subject to such

lien, then Anderson was free to part with title to the

money either by assignment or by physical transfer of the

money.

Again, this Court specifically says that while in his

hands the money received from the government was sub-

ject to the surety's rights. Anderson either had or had

not the ability to confer higher rights thereto than he him-

self held. If he could so convey higher rights, there is no

reason why he should not do so by means of a formal
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assignment. If he could not confer higher rights to the

money, then he could not accomplish the impossible by

merely turning over physical possession of the money.

That he could not so confer higher rights in the funds

than he himself had is uniformly estabHshed by both the

courts of the United States and of this State.

Maryland Casualty Co. v. Dulancy (C. C. A. 5),

23' Fed. (2d) 378, 381;

First National Bank v. City Trust Co. (C. C. A.

9); 114 Fed. 529;

Toimi of River Junction v. Maryland Cas. Co.

(C. C. A. 5), 110 Fed. (2d) 278;

Prairie State Bank v. United States, 164 U. S. 227,

41 L. E. 412, 419;

Burkett V. Doty, 176 Cal. 89, 92:

Mclntyre v. Hauser, 131 Cal. 11, 13.

In fact, in one of the cases relied upon by this Court as

in support of its final conclusion, namely, Maryland Cas-

ualty Co. V. Lincoln Trust Co. (D. C. W. D. Ken.), 40

Fed. Supp. 782, 784, the Court says

:

"The fourth and fifth conditions are well settled as

matters of law, that the surety is subrogated to the

materialmen's rights in such fund (progress pay-

ments) and that the transfer of the money from the

contractor to the bank itself discharges no equities

attached to the fund." (Italics ours.)

The Court distinguished certain cases cited by us on the

ground that the money was in the hands of the contrac-

tor's trustee in bankruptcy or of a receiver or of a stake-

holder.
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^,^^e submit that the distinction is unsound in that none

of these cases were decided upon any such fact, but were

decided squarely upon the question as to whether or not

the moneys were traceable into the hands of its then

holder.

Thus in Cox v. New England (C. C. A. 8, 247 Fed.

955, the contractor's trustee in bankruptcy, as the result

of compromised litigation between such trustee and the

bank, recovered the money which had been paid by the

contractor to the bank. Instead of basing its decision

upon the fact that the money was in the hands of a trustee

in bankruptcy for the contractor, or of one standing in his

shoes, it makes no reference to such fact except as show-

ing the identity of the money. On the contrary the Court

says, page 957:

''We are of the opinion that the $4,500 now in the

hands of the trustee is clearly the identical fund paid

by the Government to the contractors and if the ap-

pellee had a lien upon it while the Government had it,

such lien has not been lost as the fund is fully and

accurately traced to the hands of Cox, trustee."

Again on the same page, the Court says:

"But we have reached the conclusion that, aside

from a specific consideration of any of these ques-

tions, except the tracing, existence and identity of the

fund, the surety company is entitled to an equitable

lien upon the fund for all sums i)aid for labor and

materials upon the Bonham building. (Citing many

authorities.)"

The decision of the Court is, therefore, expressly based

upon the sole ground that the appellee surety had a lien

upon the fund while it was still in the hands of the gov-
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ernment and that that h"en continued to exist against said

property irrespective of any other matter as long as the

money could be traced into the hands of the holder

thereof.

Paraphrasing the above quotation from the Cox case,

we may say

:

"We are of the opinion that the $28,815.04 now in

the hands of the hank is clearly the identical fund

paid by the government to the contractor and if the

appellee had a lien upon it while the government had

it, such lien has not been lost as the fund is fully and

accurately traced to the hands of appellant hank."

(e) Appellee Was Not a Creditor Without Notice.

On page 8 this Court says

:

''At the time it received the v$12,.l 14.34 appellant

knew that Anderson had received it from the United

States under the aforesaid contracts; but appellant

had no notice or knowledge of Anderson's default

until July 19, 1938—nineteen days after it received

the $12,114.34. Thus appellant received the $12,-

114.34 without notice or knowledge that it was part

of a fund in which appellee had, or might thereafter

acquire a superior right. (Citing authorities.)" (Ital-

ics ours.)

Assuming for the moment that the above is a correct

statement of fact, the conclusion drawn therefrom by the

Court is not supported by the authorities cited. In fact,

two of these five authorities hold directly to the contrary.
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Thus, in Kane v. First National Bank (C. C. A. 5),

56 Fed. (2d) 532, the Court, referring to progress pay-

ments made before default, says, pages 535-36:

''The contractor's banker may receive such checks

and is not bound to see to their application, nor to

ascertain the state of the contractor's account with

each contract; nor, if he knows it need he govern him-

self in any ivise with reference thereto." (Italics

ours.)

Inversely, in the case at bar since the payments were

made aficr default, the right of the surety is paramount,

irrespective of knowledge by the bank.

In American Surety Co v. Bank of Italy, 62> Cal. App.

149, the question involved was whether the bank had

knowledge of the source of the funds. Holding that it

did not have such knowledge, the decision against the bank

was reversed. Counsel for bank, however, requested that

in the event of such reversal it should be accompanied by

an order to the Court below to enter judgment in favor of

the bank. This the Court expressly refused to do (page

163) upon the ground that upon a retrial the evidence

might establish such notice upon the part of the bank.

Unless evidence of such notice of the source of the funds

would have changed the decision of the Court, the refusal

of the Court to order a judgment for the defendant would

have been meaningless. It thus appears that it is notice

of the source of the funds which is the controlling factor

and, admittedly, in the case at bar appellee did have actual

knowledge of the source of the funds out of which it

accepted repayment.

The case of Third National Bank of Detroit v. F. & S.

Co. (C. C. A. 5), 65 Fed. (2d) 548, was decided upon
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the ground that the bank had taken assignments from the

laborers and materialmen when it had paid them, and con-

sequently by virtue thereof it acquired the very rights of

those laborers and materialmen. Moreover, the surety had

expressly encouraged the bank to make the loans. No
mention is made by the Court as to whether or not the

bank had notice of unpaid labor and material claims.

In Fidelity & Deposit Co. v. Union State Bank (D. C.

Minn,), 21 Fed. (2d) 102, the surety had received pos-

session of the government checks and then had voluntarily

surrendered them to the contractor, retaining no control

whatsoever over their distribution. This was held to con-

stitute a waiver by the surety of any rights it might other-

wise have had in the proceeds of the checks. The con-

tractor and surety had entered into a side agreement of

which the bank had no notice. This is the only "notice"

referred to by the Court. No reference whatsoever is

made to notice or lack of notice of the contractor's default.

Neither of these last two cases involved or discussed

the point under consideration, namely, notice of the exist-

ence of unpaid labor or material claims.

The last of the five cases cited by this Court is the case

of Maryland Casualty Co. v. Lincoln Bank and Trust Co.

(D. C W. D. Ken.), 40 Fed. Supp. 782. The learned

District Judge did hold that the bank had a su])erior

right to the money because it had no knowledge of

unpaid labor or material claims. However, he did so

upon the mistaken theory that the Supreme Court in the

case of Martin v. National Surety Co., 300 U. S. 588, 81

L. Ed. 822 had so determined. The Circuit Court of Ap-

peals in the Martin case had held that the assignment to

the surety was void, but that the surety was entitled to

the money as against the lender by virtue of its subroga-
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tion rights, and it did so without any reference to the

question of notice or knowledge on the part of the bank.

The Supreme Court held that the assignment was valid

after payment by the government and that the lender, hav-

ing actual knowledge of the assignment to the surety, the

rights of the surety under that assignment were para-

mount to those of the bank.

It will thus be seen that the decision of the Supreme

Court again did not involve the question of notice or

knowledge to the lender of any default upon the part of

the contractor, and consequently could not have the effect

attributed to it by the learned District Judge. Moreover,

the District Judge was again in error in considering that

the Supreme Court disagreed with the Circuit Court of

Appeals. Not only did the Supreme Court decide the case

upon a point completely different from that forming the

basis of the decision of the Circuit Court of Appeals,

namely, on the assignment as distinguished from subroga-

tion rights, but in so doing it specifically declined to over-

rule that Court with reference to the rights arising by vir-

tue of subrogation, expressly saying, 300 U. S. 598, 81 L.

Ed. 827:

"Without denying the possibility of arriving at the

same conclusion through other avenues of approach,

we follow the pathway that has been marked in this

opinion."

It, therefore, appears that the sole authority relied upon

by the District Judge for his decision, because it did not

involve the point at all, can in no wise be considered as

supporting his conclusion that lack of notice of the con-

tractor's default entitled the bank to return the moneys.
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Again, it is interesting to note that the decision of the

Kentucky District Judge, so completely out of line with all

other authorities, if followed to its logical conclusion, is

directly contrary to the law as laid down by this Court

itself in its opinion. Thus, the Kentucky District Judge

expressly held on page 784:

"That the transfer of the money from the contrac-

tor to the bank itself discharges no equities attached

to the fund."

If so, then the fact that the bank had obtained posses-

sion of the money becomes immaterial, that is, its rights

would have been the same whether or not it had actually

received repayment, that is, its rights would have been the

same whether or not the money was still in the hands of

the contractor. Since the District Judge held that the

rights of the bank zucrc superior to those of the surety,

then it would inevitably follow that whether or not the

bank had actually received repayment, that is, whether or

not the money was still in the hands of the contractor,

the rights of the bank would have been superior to those

of the surety. Yet, this inevitable conclusion from the

decision of the District Judge is directly contrary to the

express holding of this Court to the efifect that the rights

of the surety were superior to those of the bank while the

money was still in the hands of the contractor or anyone

standing in his shoes.

We submit that the decision of the Kentucky District

Judge, based upon an erroneous view of the Martin case

and contrary to all other authority, cannot be followed, but

that we must come back to the fundamental proposition:

Did or (lid not the laborers and materialmen have an equit-

able Hen in the fund at the time payment was made by the
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government? If they did, no action by the contractor, in-

cluding the transfer of money, could deprive them of that

lien.

However, we submit that this Court is in error upon

the facts when it stated, page 8

:

"Thus appellant received the $12,114.34 without

notice or knowledge that it was part of a fund in

which Appellee had, or might thereafter acquire^ a

superior right.'' (Italics ours.)

Appellant bank knew that appellee had written its bonds.

It knew these bonds were required by law. It knew that

the bonds were in the usual form of such bonds. It was,

therefore, chargeable with notice of the rights and obliga-

tions of appellee under these bonds.

Standard Accident Insurance Co. v. Federal Na-

tional Bank (C. C. A. 10), 112 Fed. (2d) 692,

695;

Maryland Casualty Co. v. Dulaney (C. C. A. 5),

23 Fed. (2d) 378, 380;

Moran v. Guardian Casualty Company (App.

D. C), 76 Fed. (2d) 438, 439;

London & Lancashire Ind. Co. v. Endres (C. C. A.

8), 290 Fed. 98, 102.

Appellant bank knew that the money out of which it

accepted repayment constituted the final payment on the

jobs. It knew that the contractor might not have paid

laborers and materialmen. For all appellant knew, since

it made no inquiries whatever, appellee might have had a

completely matured right in the funds. It did know that,

at very least, appellee had a contingent right therein, which

right might later fully mature, if and when it was re-
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quired to and did pay any unpaid laborers and material-

men.

We submit that under the facts of this case, it cannot

be said that appellant had no knowledge or notice that

appellee might thereafter acquire a superior right in the

fund. On the contrary, it is established by appellant's

own evidence that it had both actual knowledge and notice

that appellee might thereafter acquire such right. It,

therefore, was the duty of appellant to ascertain the true

circumstances. Failing to do so, it must suffer the conse-

quences of its own neglect.

It is submitted that unless the words ''or might there-

after acquire a superior right" as used by this Court are

to be considered as utterly meaningless, they necessarily

imply that appellee might acquire a superior right to the

fund after the receipt of payment by appellant bank. Yet,

since the jobs had been completed and accepted by the

government and the payment to the contractor included the

retained percentage, there was only one way in which ap-

pellee could thereafter acquire such superior right, and

that was by paying unpaid laborers and materialmen

—

which is exactly what did occur.

Appellant knew that the contractor might have left un-

paid laborers and materialmen ; it knew that appellee might

be called upon to pay them; it knew that appellee might

actually pay them; therefore, appellant did know and did

have notice that appellee "might thereafter acquire a su-

perior right."

Therefore, even assuming that appellee did not have a

vested right in the funds at the time of the repayment to

the bank (which we do not concede), nevertheless, under

the very opinion of this Court, there was a certain way in
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which appellee could thereafter acquire such superior

right, a fact of which appellee was chargeable in law with

knowledge, and appellee did thereafter acquire such supe-

rior right in exactly that manner.

We submit that the true and only logical distinction is

between the situation when the one who received the

money was without knowledge or notice of its source, in

which case such person would not have knowledge or no-

tice that anyone might thereafter acquire superior rights

in such funds, and the situation where the one receiving

the money knew the source to be a government contract

and, consequently, knew and had notice of the rights of

the surety therein, whether or not said rights at such time

had or had not fully matured.

(f ) Notice and the Doctrine of Relation Back.

This Court then says, pages 8 and 9, that while the

rights of appellee relate back to the date of its bonds as

against the contractor or anyone standing in his shoes,

such as an assignee, these rights did not so relate back

against appellant bank since "the doctrine of relation" can-

not be used by a subrogee for the purix)se of recovering

money paid to a creditor without notice, in satisfaction of

a just debt, prior to the maturing of any right of subroga-

tion."

We submit that appellant was not a creditor without

notice. It had notice of the rights and obligations of

appellee as surety, conferred and imposed upon it by law

from the fact of its having written its bonds.

What difference would it have made if appellant bank

had actually known that materialmen's claims were unpaid

at the time it accepted repayment? This fact would not
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have caused the rig^ht of the surety to have fully matured.

The surety itself might have become insolvent and conse-

quently its rights might never have actually matured. Its

rights did not fully mature until it had actually paid the

materialmen. The fact of nonpayment by the contractor

is only one of the steps leading up to the maturing of the

rights of the surety.

Where is the line of ''notice" to be drawn? Is it notice

that there was a surety which might thereafter be com-

pelled to pay laborers or materialmen? Is it notice that

there was a surety and that materialmen were unpaid so

that there was a probability, but still nothing more than a

probability, that the surety might thereafter be compelled

to and actually pay them? If so, must it also be notice

that the claims of these materialmen were valid, not sub-

ject to offsets and that the contractor necessarily could not

pay them or arrange for an extension of time, etc. ? Or

on the other hand, must it be notice that the surety actually

had paid such claims?

We submit that there certainly is no logical reason for

adopting the middle ground above as a line of demarcation.

The "notice" referred to must be either that of the origin

of the rights of the surety or that of the complete matur-

ing thereof. It cannot be "notice" of facts which merely

render subsequent maturing more probable, as this would

mean the adoption of a purely arbitrary standard of when

the "probability" was sufficient to constitute notice.

Moreover, it must be remembered that in this case, ap-

pellee bank did actually have knowledge of the difficulties

and delays which the contractor had encountered owing to

rainy conditions; that he was having difficulties meeting

his payroll; that the margin of anticipated profit had al-

ready been reduced to a dangerously low mark; and that
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for the first time in a long series of loans from the bank,

he had failed to repay the same at or before maturity.

Since all of these facts made it more probable that the

surety would have to pay some labor or material claims,

why then should this not be sufticient to meet the require-

ments of "notice," if any intermediate point is to be taken?

The answer supported by reason and all of the authori-

ties is that no such intermediate point is to be taken as

representing the "notice" but that notice of the origin of

the rif^hts ( in this case the writin"- of the bonds in other

cases the making of assignments, and in still other cases

the entering into of particular agreements) is the notice

which is controlling.

The cases cited by this Court with reference to the doc-

trine of relation back, certainly do not support the con-

clusion that the controlling feature is notice or absence of

notice that laborers and materialmen were unpaid. On
the contrary, they directly support the rule which we have

just set forth.

Thus the case of Fidelity & Deposit Co. v. Union State

Bank (D. C. Minn.), 21 Fed. (2d) 102, is one in which

the payment checks had actually been delivered to the

surety, which in turn had delivered them to the contractor

without retaining any further control thereover. The

Court held that this action upon the part of the surety

waived the rights in the fund represented by these checks

as conferred by law upon the surety. It was, however,

contended that in delivering over these checks the surety,

though retaining no control thereof, had in fact entered

into a separate agreement with the contractor as to the

use of these funds. The bank, however, had no notice or

knowledge whatsoever of any such separate agreement and
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it was specifically and solely with reference to this separ-

ate agreement (and not with reference to the rights of the

surety by reason of the writing of its bonds) that the

Court said that the moneys were received by the bank

without notice. In other words, the decision in the cited

case is that if the bank had notice of this separate agree-

ment then the surety on subsequently paying the claims of

laborers and materialmen would have had a prior right

to the money. It necessarily follows that if the bank had

notice of other rights of the surety, such as those arising

by operation of law from the writing of its bonds, the

surety, on subsequently paying the claims of laborers and

materialmen, would also have had a prior right to the

money. Yet, in the case at bar the bank did have notice,

both actual and constructive, of the rights of appellee

arising by operation of law from the writing of its bonds,

and there was no waiver of these rights by appellee surety.

Therefore, under the authority of the very case cited by

this Court, the surety on subsequently paying the claims

of laborers and materialmen did acquire a superior right

to the moneys involved. It did so by virtue of rights con-

ferred upon it by law from the fact of its having written

its bonds, of which rights appellee did have notice, both

actual and constructive.

The other citation in support of the statement of this

Court is the case of United States Fidelity & Guaranty

Co. u. Wooldridge, 268 U. S. 234, 69 L. E. 234. This

case, instead of being authority for the proposition that

the rights of the surety did not relate back, actually as-

sumes that they did so, saying, 268 U. S. 238, 69 L. E.

934:

"The defendant, however, contends that, upon its

payment to the railway company, its subrogation re-
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sume, for the purpose of the argument, that this is

true."

The Court then holds that the railroad company itself,

to whose rights the surety claimed to be subrogated, had

no rights in the fund other than that of a general creditor

and that consequently, even though its rights related

back, the surety still would onl}- be in the position of its

said subrogor, namely, a general creditor. The doctrine

of relation back does not create rights, it merely gives

priority in time to rights, otherwise created.

This last cited case clearly brings out the point which

we have made with reference to the case of Cox v. New
England (C. C. A. 8). 247 Fed. 955. wherein the Govern-

ment paid the contractor, who in turn repaid the bank.

The surety thereafter joaid laborers' and materialmen's

claims. As the result of compromised litigation the con-

tractor's trustee in bankruptcy obtained this money from

the bank Holding that the money was clearly traceable

from the Government to the trustee, the Court held that

the surety was not merely a general creditor, but had a

lien on the fund. The two cases simply hold that where

the subrogor itself does not have a lien upon the funds,

such lien is not created in the subrogee by the doctrine

of relation back, but that where the subrogor does have

such lien then the subrogee likewise has such lien and,

under the doctrine of relation back, such lien is deemed

to have existed, not from the time it actually fully

matured, but from the time the subrogee undertook the

obligation which it subsequently performed.
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Finally on the point, this Court seems to have over-

looked the fact that the doctrine of relation back is not

at all essential to appellee's case.

As the Court says, page 6, the United States not only

had the right to retain the $37,170.04 but had the equitable

obligation to see that laborers and materialmen were paid.

This right, to have the fund applied to unpaid labor and

material claims, fully matured upon the completion and

acceptance of the jobs since the money was then fully due

to the contractor, subject, however, to this right upon

the part of the United States. When the United States

parted with the money, this right necessarily vested im-

mediately in the surety. The jobs, of course, had been

fully completed and accepted prior to the payment of

the $28,170.04 by the Government. Appellee surety's

rights to have the fund applied to the payment of the

unpaid labor and materialmen became a fully matured

right vested in appellee when the United States paid the

contractor. Since the contractor merely paid appellant

bank out of proceeds from this payment from the Govern-

ment, appellee surety, in fact, did have a fully matured

and vested right in the fund when that repayment to the

bank was made. Consequently, the "doctrine of relation

back" is not an essential element of appellee's case.
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V.

The Judgment in Any Event Should Not Have Been

Reversed With Directions to the Trial Court to

Dismiss the Case as to Appellant.

In reversing the judgment, this Court has remanded the

case for dismissal as to appellant. We would respect-

fully submit that the Court should not have made this

order. According to its opinion (page 4) if appellant bank

had notice of the assignments to the surety, then the

judgment in favor of the surety should have been affirmed.

It is and has been appellee's contention that the appel-

lant bank did have at least constructive notice of the

assignments. The complaint contained appropriate allega-

tions as to such constructive notice in paragraphs 13, 14

and 15, of the third cause of action therein contained.

[Tr. pp. 18-19.] Appellant made a motion to strike these

portions of the complaint. [Tr. pp. 36-38. J The motion

was granted. [Tr, pp. 39-41.] Upon the trial of the

case, appellee offered evidence in support of its conten-

tion that appellant had constructive notice of the assign-

ments. Upon objection, the offer of proof was denied.

[Tr. pp. 66-67, pars. 33-34; p. 167.] Inasmuch as the

judgment of the trial court was in favor of appellee, the

question of the correctness of the above rulings is not

before this Court on this appeal. We submit that before

this case can be ordered dismissed as to appellant, appellee

is entitled at very least to a new trial. If upon such new

trial the court still refuses to admit the offered evidence
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and renders judgment in favor of appellant, the appellee

is entitled, upon a new appeal to this Court, to present the

question of the correctness of the action of the trial court

in striking those portions of the complaint and also the

question of the correctness of its rulings on the admis-

sibility of this evidence.

We submit that, on the present state of the record, to

order a judgment in favor of appellant, without having

these points reviewed upon appeal, is tantamount to de-

priving appellee of its full day in court as to appellant.

VI.

Conclusion.

Wherefore, it is respectfully submitted that this Court

was in error in reversing the judgment of the trial court

and that it was especially in error in remanding the case

with instructions for a dismissal as to appellant.

Wherefore, it is respectfully submitted that a rehearing

in this matter should be granted.

Gerald F. H. Delamer,

Carleton B. Wood,

Walter O. Schell,

Attorneys for Appellee and Petitioner.
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the Naval Service of the United States and is not avail-

able to join in this certificate; that his associate counsel,

Walter O. Schell, whose name appears on appellee's

briefs, is out of the City of Los Angeles on his vacation

and is not available to join in this certificate; that in the

judgment of the undersigned the petition for rehearing

is well founded; and that it is not interposed for delay.

Gerald F. H. Delamer,

Attorney for Plaintiff and Appellee.




